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WHAT ACCOUNTING MEANS TO YOU

Mr. Chairman, etc. I expect that some of you took one look at my subject and said to your

selves:

"That's easy -- what accounting means to me is nothing."

Most people seem to have a natural aversion to figures, and I'm afraid
they think there is something a little odd about anyone who spends his time working

with them.

Four out of five probably think of an accountant as a kind of glorified

bookkeeper — something like a successful undertaker who has become a mortician.
(Before all the morticians start after my scalp, let me say that there
may be just as much difference in their field as there is in mine.

I've never

known what it is, but I'll probably hear about that later.)

One of the differences between keeping books and being a certified

public accountant is five or ten or even more years of study and hard work.

In

some ways, it's like the difference between simple arithmetic and higher mathe

matics.

But it's more than a matter of knowledge or skill.

The preparation of

a financial statement involves a lot more than adding up figures.

In any case,

you may be relieved to know that I have no intention of talking today about the

techniques of accounting.

Accounting is important to everyone, because it is an essential cog in
our economic machine.

Almost anyone can learn to put figures in the right places

in a set of books, and to check them for accuracy.

The basic question is what

the figures mean, in terms of business success or failure.

Interpreting figures is one of the most fascinating and one of the most
important elements in our econony.

That is why the development of accounting has
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paralleled the development of modern business — from the days of the Italian mer
chants of the 14th Century right down to the present.

Modern business literally

could not exist without modern accounting.
Of course, it is equally true that business could not exist as we know it

without the steam engine, or electricity, or rapid transportation and communication.

But accounting is, in a very real sense, the language of business — a special means

of communication without which we would be like the workers on the Tower of Babel.
As business has grown larger and more complicated, this language of accounting has

grown, too, into a full-scale subject which must be learned like French or Latin —
or like mathematics, which is the language of science.

This special language known as accounting has been developed because it
is not an easy thing to describe the operations of a corporation like U. S. Steel,
or General Electric, or General Motors — or even our local power and light

company.

Sometimes it is not even easy to be sure whether a corporation is making

money or losing money.

There may be a short-term profit in a situation which

will result in a long-range loss.

A lot of people think that profit or loss is simply the difference
between what a business takes in, and what it pays out.

That is true enough if

you count the difference from the time a company is organized until it goes out

of business.

The catch is to measure profit and loss for a going concern during

a fixed period of time, usually a year.

It’s obvious, if you stop to think about

it, that a storekeeper who sells all the stock off the shelves will be taking in
more than he pays out, for a while, and still may be heading for bankruptcy.

In

a small store such a situation would be easy to find out, but checking the opera
tions of a large company may be a complicated job.
Back in 1909, when the first corporation income tax law was passed,

Congress naively defined profit as the margin of gross receipts over gross
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Before the law was enacted, accountants vainly pointed out that it was

both unfair and unworkable.
Fortunately, the Treasury Department also recognized that the 1909

corporation tax law, literally construed, could ruin American business, so
Treasury officials in consultation with a group of accountants "interpreted” the

law in a set of regulations which conformed to sound accounting practice.

Even

tually, Congress recognized its mistake, and rewrote the law in the language of

accounting, which has been the basis of corporation income tax laws ever since.

In

short, Congress finally realized that a going business is run on the basis of
accounting measurements, not on the basis of cash.

The reason for this can be explained by a simple illustration.

Suppose

that John Jones and John Smith each does about the same volume of business and
makes about the same margin of profit.

Each is accumulating money toward the end

of the year to make a payment on a mortgage.

But Jones’ payment comes due and is

paid December 15, while Smith’s payment is not due until January 15, so he has a

substantial amount of cash in the bank at the end of the year.

It would clearly

be absurd to say that Smith had made two or three times as much profit during the

year as Jones, and should pay two or three times as much in taxes.

Without the language of accounting, it would be impossible to run a

business of any size in the modern world.

And like the man in Moliere’s play* who

discovered to his surprise that he had been speaking prose all his life without

knowing it, everyone who has any connection with business uses some of the
accounting language, although few people are familiar with its more technical
terms.

If more people had a better understanding of accounting, perhaps we

would have more appreciation of the achievements of our American economy, and
the ways in which the various parts of the economy fit together.
* "The Would-Be Gentlemen"
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II
A language is more than a means of communication.

It is also a tool.

And so accounting is not only a means of describing how a business is doing; it is
also a help to management in running the business.

A custom shoemaker who makes and sells shoes himself can figure out fairly
easily what his materials cost, and how much gross profit he must make on each pair

to cover his rent and his own labor.

Figuring costs and necessary profit margins

for a corporation is something else again.
You probably heard before the war, as I did, fantastic stories to the

effect that the real cost of a Ford or a Plymouth or a Chevrolet was only fifty or
sixty dollars — all the rest was supposed to be "overhead” and profit.
the stories were cockeyed.

Of course

In the first place, as you know, figuring cost without

overhead is like making a suit of clothes with no pants.

In the second place, it’s

meaningless to talk about the cost of an individual automobile.

If it were made by

hand, the cost would easily be twenty thousand dollars or more.

On an assembly

line, the cost depends on whether the line is running at full capacity or not,
whether there are two shifts or three, whether overtime is being paid, and more
than anything else, whether the overhead, including special machinery and tools

for a new model, is distributed over fifty thousand cars or a million.

Accounting for costs has become a fine art.
than setting the final selling price for a product.

And it has more importance

Cost accounting is also used

to determine which of the operations in making an automobile or a refrigerator or
anything else are most expensive — whether it is worth while to install labor-

saving machinery, which divisions of a plant are being run most efficiently,
whether it is worth while to change from steel to aluminum or vice versa, and

many other things.

guesswork.

Without accounting, business would have to depend much more on

Profit margins would have to be wider — and losses would be bigger,
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There would be many more business failures, because business men would not

find out what was happening to them until it had happened.

And consumers would have to pay a lot more for the goods they buy,

because it would be unsafe to figure prices close to cost.
I am sure many of these things are familiar to you, in a general way.

But I think it’s worth while occasionally to put the various familiar pieces

together and look at a larger picture.

It is especially important these days

when we hear so much talk about our American system of individual enterprise. We
can't afford to talk about it carelessly, or loosely.

I have heard statements

which made it seem as if the American system meant every man for himself, with no

cooperation or coordination.

Of course that’s nonsense — we could never have

built our huge productive capacity on that basis.

What the American system does mean, as I see it, is a system stressing

individual initiative which achieves voluntary cooperation and coordination
through the profit motive, instead of depending on coercion.

And I do not think

I claim too much when I say that accounting is one of the principal tools which
makes such voluntary cooperation possible.

III

So far I have talked chiefly about the significance of accounting in
the management and operation of business.

It is perhaps even more important on

the purely financial side.
The American system means voluntary cooperation in the production of
goods and services.

savings.

It also means voluntary cooperation in saving and the use of

The capital necessary for business expansion comes from the combined

savings of millions of Americans, all over the country, who invest in stocks and
bonds, or put their money into banks and life insurance.

Not one person in a thousand can really know very much about the
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detailed operations of the companies in which his money is invested.

Any stock

holder or insurance policyholder receives financial statements occasionally.

I doubt if many people examine them carefully.

But

You might, for example, be

interested enough to find out what proportion of your insurance company’s funds

is invested in government and railroad bonds, what proportion in real estate.

But

would you know whether the reserves are too small or too large, and whether there
was adequate reason for any special reserves which may have been set up?
As a matter of fact, even an accountant might not be able to tell from

a published financial statement whether the disposition of funds was justified
by all the facts. What we all have to do is to rely on the opinion of the
certified public accountant who audits a company's books that the financial
statement is a fair presentation of the company’s position.

There is, quite properly, a good deal of agitation these days for making

financial statements clearer and more readily understandable by the general public.
Some of our leading corporations have taken full-page newspaper advertisements to
explain their financial statements.
ago.

This would have been unheard of thirty years

It is a healthy development, and accountants are heartily in favor of it,

so long as the explanations are accurate and do not omit significant facts.

But I should like to emphasize that there are factors of judgment in

volved in any financial statement.

There can be honest differences of opinion as

to whether certain costs should be charged to one year or the next.

There are

several different ways of valuing inventories, all perfectly legitimate.

One of

the basic functions of management is to decide when reserves should be set up
for various purposes.

We believe that the management of American business should be free to
make such choices.

We do not want a regimented economy in which a hundred dif

ferent kinds of business are tied to one arbitrary set of rules.

But prudent
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management itself welcomes an independent audit of the figures and the way they

were handled.

In recent years, most corporations listed on the stock exchanges

have been required by law to have their books audited by independent accountants,
but practically all of them did so long before.

The audit is not only for

management’s benefit; it is also a protection for the investing public.
The word public in certified public accountant means a lot more than
hanging out a shingle.

In a very real sense, the CPA is the guardian of the

legitimate interests of various segments of the public in private business.
First and perhaps foremost, the independent audit by a certified public
accountant is a protection for stockholders, and for banks, insurance companies

and others who lend money to business.

If somebody came to you and asked you to

put money into a small local store or factory, you would want to look over the
books pretty carefully before you decided to invest.

But when you decide to put

money into the ABC corporation, listed on the New York Stock Exchange, it is

obviously impossible for you to go over the books yourself.

You buy the stock on

the basis of the company’s reputation, current earnings, and perhaps because of

what some friend has told you about it.

You assume, perhaps without even thinking

of it, that the company's financial statements are honest and aboveboard.
That is not an assumption which was always justified in all cases in the
past.

There are undoubtedly a few exceptions, even today.

But it is now generally

true that the managers of reputable corporations whose stock is sold to the public
recognize an obligation not only to run the business honestly, but also to tell
the investing public the essential facts about the business.

They present these

facts through financial statements which have been examined and checked by
independent certified public accountants.

The certified public accountant does the job for the general investing
public in relation to larger corporations which the individual would do for himself
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if he were investing in a small business.

The audited financial statement is relied upon by banks and other lenders
in making commercial loans, by government agencies such as the Securities and
Exchange Commission and other regulatory bodies, and it is also an object of increas

ing attention from labor unions.

Most important of all, these days, from the point of view of business
and the government, is the matter of taxes.

As I said earlier, the first corpora

tion tax law had to be interpreted, and eventually rewritten, in accounting terms.
The imposition of excess profits taxes in World War I and again in World War II

required a determination of base period profits which was often a complicated
accounting problem.

Provisions of the present tax laws for carryback and carry

forward of business losses present still further complications.

Naturally, this gives new significance to tax accounting.

Before making

any major policy decision, a businessman will ask his accountant to estimate the
possible effects on tax liability.

So the function of the accountant as tax expert

is of vital concern to everybody affected by business decisions—and of course that
is practically everybody.
If I may digress for a moment, I should like to mention the fact that
some efforts have been made recently to deprive certified public accountants of

their long-established position in tax practice.

After years in which the field

was left almost entirely to accountants, certain members of the bar have come to
the belated conclusion that when an accountant gives advice to a client on a tax

problem he is engaged in the unauthorized practice of law.

Some of them go so far

as to say that accountants should not even prepare tax returns.

So far, these lawyers have failed to maintain this position in the courts,
and they have likewise failed in efforts to obtain federal legislation which would
restrict the practice of certified public accountants and other non-lawyer experts
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before federal agencies.

This unfortunate disagreement between the two professions would probably
be of little interest to the general public, except that if the lawyers are success

ful, businessmen may be faced with the unnecessary expense of hiring lawyers in tax
matters in addition to the accountants they must have anyway#

As a matter of fact, individual accountants and lawyers have been working
in perfect harmony on tax cases for years, and I can see little justification for

changing the present situation, which leaves business management free to engage an
accountant, or a lawyer, or both, depending on the nature of his tax problem.

When a tax situation involves legal questions which require the services
of a lawyer, accountants normally suggest that a lawyer be called in.

But the

basic problems for every taxpayer are to determine how much income for a given period

is subject to taxes, and what business policies are most economical in the light of
current tax liabilities.

Both of these are primarily accounting problems#

IV
I began by saying that there is a lot of difference between a bookkeeper

and an accountant, and I hope I have indicated some of the functions which make of
accountancy a profession requiring both extensive training and sound judgment#

While accountancy is relatively new among the professions, its standards

and standing are definitely comparable to those which have been longer established.

The combination of study and experience required of a candidate for the CPA examina
tion adds up to at least as much as the usual requirements for admission to the Bar.

The CPA examination, uniform in 47 states and almost the same in the other, is
considered one of the stiffest of all professional tests#

The CPA certificate is granted only by officially constituted State boards.
It may be revoked at any time for unprofessional conduct.

In addition, certified

public accountants through their national and state professional societies have
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adopted a stringent code of ethics which they themselves enforce.

This code em

phasizes the CPA’s independence, integrity, confidential relationship with his
clients, and ethical conduct.

Like other professional men, the CPA is not permitted

by the code to advertise or directly solicit business.
Despite the difficulties of the CPA examination, which are sometimes

exaggerated, the profession of accountancy has expanded far more rapidly in recent

years than any other. While the number of physicians and surgeons increased by
only 14 per cent from 1920 to 1940, and the number of lawyers by only

per cent,

the number of certified public accountants increased over 300 per cent.

Moreover

the number of CPAs has again increased by more than half since 1940.

And there is

still plenty of room in the profession for those with real ability and qualifica
tions.

The variety of tasks and businesses requiring the services of certified

public accountants seems to increase faster than we can train them.

The recent war accentuated this demand for accounting services.

Even

before the war, in the days of the defense program, certified public accountants

were called to Washington to help devise the mechanisms of priorities which were

absolutely essential to defense and later to war production.

CPAs were recruited

in large numbers by the armed services to assist in procurement, and toward the end
of the war the problems of contract renegotiation and contract termination fell
largely in the accounting field.

Many business men who turned to accountants in

desperation during the war have found new and wider use for their services since
the termination of hostilities.

In this world of inflation and uncertainty, the accountant’s Job of

digging significant facts from mountains of figures grows bigger all the time.
Accounting estimates the cost of a gimmick on a milling machine, and accounting

will measure the progress of the Marshall Plan.

Accountants help you figure your

taxes, and accountants are now advising the Federal government on better ways to
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keep track of what the government does with your money.
Keeping our American economy strong, for our own sake and as an example

to the world, is not a job for any one profession—it takes everybody.

I am proud

of the contributions my profession has made, and I expect to see them grow in the
future.

